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ABSTRA CT

This thesis is an assessment of concerns expressed by

government sources regarding the extent and the impact of

current shipbuilding contract escalation coverage. The

review encompasses the evolution of the cuirrent coverage and

provides an examination of; how and why it has comes about,

the complexity of the escalation clause, the extent of

coverage and the effects of the current clause.

The analysis emphasizes the change in the Wavy's

approach to escalation coverage that has-occurred since

1962. It was concluded; that the ship acquisition

environment has influenced the developmenit of the current

escalation clause, that escalation coverage has become

progressively more comprehensive and that the use of the

current escalation clause does have some adverse effect on

the shipbuilding process.
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A. BACKGROUND

Viscussion with officials involved in the United States

Navy (Navy) ship acquisition process at the systems command

level disclosed concern over current contract escalation

clauses. The concern was due specifically to the extent of

coverage and with the complexity of the clause. It was

suggested, by systems command personnel, that an objective

assessment of the current escalation coverage be performed.

The author's research indicated that the evolution of

ship acquisition contractual arrangements and the clauses

contained within have been influenced to a large degree by
the environment involved. It became evident to the author

during the research process that the three most influential

factors within that environment are, the complex design and

construction process, political forces and the requirement

to build all ships in commercial shipyards.

The authorts research indicated that construction of

Navy ships is a long term undertaking which can take

anywhere from three to seven years depending on the size of
the ship and the complexity of design. The complexity

involved becomes apparent when the requirement itself is

examined. The ships in question must be able to accomodate

some of the most sophisticated weapon systems developed to

date. They must be able to operate for sustained periods of
time under either conventional or nuclear power. The sheer

size and operaitonal requirement for some ships provides

some indication of the complexity entailed.

7
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The modern aircraft carrier has to be able to operate at
high speeds, launch and recover the most sophisticated
combatant aircraft in existence and provide suitable living
and working acconodations for up to six thousand people.
Another example of size as an indication of the complexity
of the requirement is the modern fleet ballistic missile

submarines. These submarines are almost as long as two

football fields, as vide as a z-ity bus is long and are able

to carry and launch 24 long range missiles that weigh up to
63 tens each.

The long term nature and complexity involved in

shipbuilding are discussed because they are determinants of
risk which directly influences contract type and contract

provisions. Another input to the contrazt risk involved is

the fact that ship design is by its very nature subject to

continual change.

The author's research indica ted that the acquisition of

ships involves political ramifications because required
funding has to come about as a result of congressional

reason for continuous debate and concern over methods of

acquiring them and requires extensive justification on the

part of the Navy. A review of the United States (U.S.)

Congressional record indicated that the Congress as guardian
of public funds is normally not in favor of open ended cost-
type shipbuilding contracts. Another very important reason
for political interest is the number of jobs that can be

provided to a particular geographical area. A major
shipbuilder in the U.S. can employ thousands of workers.

This can afford shipbuilders a sound political base from
which to influence Navy contrazts. Other aspects of the

political/congressional process that have a significant



impact on contractual arrangements with the shipbuilders are
the socioeconomic requirements mandated by federal law.

These requirements are very often implemented by means of

Government contracts.

The initial research efforts found that the third factor

that has influenced contractual arrangements is the lack of

alternative construction facilities. Regarding the

construction of Navy ships, the accepted practice is that it

be performed in commercial shipyards. Because of this the

Navy has allowed its inhouse, capability to design and build

* ships to deteriorate causing the Government to have limited

flexibility in cases where there are disagreements with
shiptuilders over contract costs, delivery schedules,,

specifications or clauses. This situation can be a

difficult one for the Navy especially when the goals and the

requirements of the parties are considered. The author's

research indicates that the Navy is constantly constrained

* by the urgency of acquiring ships to provide for the defense

*of the country. The major shipbuilders on the other hand

are not so constrained and are concerned primarily with cash

flow and profits.

Anot her difficult aspect of buying ships commercially !.a

that the Navy is required to obligate shipbuilding funds

appropriated by Congress in a timely fashion. Contractors

knowing this, can stretch out negotiations in - pursuit of
higher prices and more favorable contract provisions. It is

also important to note that the majority of the major
shipbuilder's business is with the Navy because commercial

ship construction has migrated to foreign yards. a

situation has resulted where the Navy and the shipbuilders

have little alternative but to leal with each other. it is

the author's opinion that due to the urgency of the

9
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requirement and the largeness of the business entities

involved in sh'ipbuilding the Navy is at a disadvantage in

the acquisition process and must make contractual

concessions to acquire ships.

This brief discussion of the important factors that

influence the ship acquisition process is necessary prior to

an evaluation of the use of a current contract provision

such as the Escalation clause. As statel before the reason

is that these factors influence the kind of contractual

arrangement the Navy must enter into with private
shipbuilders to acquire ships. The arrangement is the
result of the contract type and the terms and conditions
that make up the contract. Prior to a discussion of a

particualr provision contained in shipbuilding contracts

such as the escalation clause, it is also necessary to

understand the type of contract in use today.

There are two basic contract types used for the

acquisition of ships by the Navy. They are the fixed price

type and the cost type. The ma or difference between these

two types of contracts is the allocation of cost risk to the
parties to the contract. The fixed price type of contract

provides for the assumption of the majority of the cost risk
by the contractor whereby the cost type contract allocates

the assumptien of the majority of the risk to the

Government. A study prepared by the Assistant Secretary of
the Navy [Ref.1] indicates that most shipbuilders would

favor a cost type contract when there is a high degree of
risk involved.

There is some merit associated with this considering the

risks associated with Navy shipbuilding due to length of

construction, complexity of design which is subject to

constant change and the existence of federally mandated

10



7 7

requirements. The Navy on the other hand has generally

advocated the use of the fixed price type of contract to

acquire ships. There is merit to this argument which

emphasizes keeping costs down, providing incentive for

effective management, incentivizing timely delivery and

aiding in the process of budgeting and managing appropriated

funds. Arguments for either position can be convincing and

therein lies a problem of devising a contractual arrangement

to accomodate the desires and needs of both the shipbuilder

,I and the Navy. Interviews with Navy headquarters personnel

indicated that ships acquired by the Navy are being built

under a fixed price type contract. There are some ships,

however, being built under cost type contracts. These are

normally the first ship of a new class because it is

considered more equitable for the shipbuilders given the

complexities and unknowns affiliated with a new class of
ships. This is significant in that it is an indication of a

shift in thinking regarding the allocation of cost risk

under Navy shipbuilding contracts. The cost type contract
allows the shipbuilder to shift almost all the cost risk

associated with ship construction to the Government. Thisi kind of contracting is at the opposite end of the risk
V. spectrum from the Firm Fixed Price (FFP) contract. It was

determined through interviews with systems command personnel
that at one time the FFP contract was considered the most

effecient and effective way to buy ships.

Contracts used for the acquisition of ships other than
the leadship of the class are of the fixed price type and
are called Fixed Price Incentive Fee With Economic Price

Adjustment contracts (PPI/Escalation). Appendix A was taken

from the DOD Incentive Contracting Guide, (Ref. 2] and

provides a brief discussion of this type contract. The
development of this form of fixed price contracts is

": 11
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significant because it has allowed the Navy to acquire ships

and at the same time accomodate the demands of concerned

Navy personnel, the congress and the shipbuilders.

*- The FPI/Escalation contract has allowed the Navy to

satisfy elements within its organization that have shown

extreme concern over the use of cost type contracts. The

FPI/Escalation contract is also advantageous politically in
that it keeps the Navy from having to tell the taxpayer and

the Cong-ess that very costly items are being bought from

industry under cost type arrangements. This kind of

contract is advantageous to shipbuilders because it shifts
much of the cost risk associated with the length of

construction and the complexity of design to the

Government.

The significance of this contractual arrangement is that

althcugh it is of the fixed price variety it represents a
substantial shift toward risk sharing features of a cost

type arrangement. The specific features of this contractual

arrangement are the escalation clause, the incentive sharing

provisions and the ceiling price provision. These

provisions have evolved in some cases to the point where the

contract has literally become cost type in nature. It is
necessary to have some understanding of contract type
because the author's research indicates that it has had an

influence on the development of the current escalation

cla use.

B. CBJECTIVE/SCOPE

It is the objective of this thesis to depict how and why

the current method of escalation coverage has come about,

why the clause is so complex, if the clause provides

excessive coverage and if the clause is having an adverse

12



impact on the shipbuilding process. it is intended that an

assessment of this type will allow those involved in the

acquisition process an opportunity to make a determination
of future action concerning shipbuilding zontract escalation

provisions.

The scope of the thesis will be to demonstrate the

escalation clause in the ship acquisition environment,

describe shipbuilding contracts and the evolution and

provide an analysis of current escalation provisions.
Particular emphasis is placed on the transition from a fixed
expenditure phasing type escalation clause to an actual

expenditure phasing type clause.

The paper is not an attempt to show that either the
shipbuilder or the Navy is tight or wrong regarding

contractual arrangements and particularly the escalation
clause. It is an attempt to provide the opportunity to look
objectively at shipbuilding contract escalation coverage.
In reviewing the current shipbuilding escalation provisions
it is necessary to understand that it is the product of an
ongoing process that has been in progress since the pre
World ar 11 period. The author has selected the period

from 1962 until the present as the period of significance.

it is also necessary to keep in mind that the current

escalation prcvision is the result of the efforts of two
very large and powerful entities, namely the United States

Government (Government) and the corporate organizations that

own the shipbuilder.

C. BETE ODOLOGY

The approach to the problem will be one utilizing

content analysis, informal interviews, a literature search

and personal experience. The interviews were conducted with

13



individuals at the Navy headquarters level and field

activities who were knowledgeable i~n the Navy ship

acquisition process. The individuals include those working
with major ship acquisition programss, contracting personnel

and Department of Defense (DOD) auditors. The author's
experience includes assignments with two major shipbuilding

acquisiton programs and with the claims group established by
the Navy in 1976 to aid in settling major shipbuilding

claims.

D. THESIS ORGANIZATION

The first chapter provides information concerning the

environment that influences the acquisition process. it

also provides some background information concerning the

contractual arrangements with major shipbuilders. It is

intended that the results of research in these two areas

will provide the basis for determining how and why the

current escalation clause has evolved to what it is today.

Chapter TI will explain the purpose of escalation

clauses. it will provide some understanding of the basic

operation of escalation clauses used in contracts for Navy

ships. Prior to going to Chapter III and reviewing
developments in escalation coverage over the recent past

(1962 - 1982) some historical background will be provided.

This chapter is intended to help the reader understand how
these clauses started,what their purpose is and how they
operate.

Chapter III will provide an in depth review and
comparison of the significant changes in escalation coverage

over the past 20 years. it was during this period that a

drastic change in the way the Navy provided escalation

coverage came about, and that the concept of reimbursing the

14



contractor for almost all of the effects of int.ation was to

occur. It is intended that the research effort in this area

will answer questions pertaining to the increase in

complexity and the amount of coverage provided. The effort

will also provide sore of the answer to the question of how

and why the current clause got to be as it is today.

Chapter IV will analyze the effects of the transition

from the 1962 escalation clause to the 1975 clause. The

analysis will determine the desireable and undesireable

effects of the transition.

Chap-ter V will provide a summary and conclusion of the

research and analysis. The author will provide

recommendations concerning future shipbuilding contract

escalation coverage.

F
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1. INTRODUCTION

Prior to an analysis of the current shipbuilding

escalation clause it is necessary to have a general

understanding of the purpose of escalation clauses, how they

operate and their historical development. The historical

aspect of Chapter 11 will be up through the development of

the lavy's 1975 Standard Escalation clause. Chapter III

will analyze the developments in escalation coverage from

1962 through the present.

B. PURPOSE OF CLAUSES

The term "escalation" is used here to describe the post

contract award cost increases incurred as a result of higher

labor and material costs in the shipbuilding industry.

Stated another way, the term is used to lescribe the impact

of inflation on contract costs during the period of ship

con struction.

Escalation provisions are includel in shipbuilding

contracts for Navy ships to alleviate the effects of

inflation on the contractor's labor and material costs. The

Defense kcquisition Regulation (DR) [Ref. 33, indicates

that there may be Economic Price Adjustments to fixed-price

type contracts, "when the contracting officer determines

that price adjustment provisions are necessary,..to protect

the contractor and the Government against significant

economic fluctuations in labor or material costs..."[Ref.

31. The Navy currently uses a Cost Index method of

providing escalation coverage which, according to the DAR,

16
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is "designed to minimize contingency pricing", and is

recommended when:

1. There will be an extendld period of performance with
significant costs to be incurred beyon one year after
commencement of contract perofrmance.

2. The cout act amount subject to adjustment is
subst an tial.

3. The econosic variables .f labor and material
dit erin ed to be.too unstable to reflect a reasonale
"" urlsion of rs kbetw wen tHe art is absent economic
Sce adjustment provisions.[ 3]

Iscalation provisions are only applicable to fixed-price

type contracts. Cost type contracts do not require

escalation coverage due to the fact that the Government

assumes the majority of the cost risk and is comsmitted to

reisursing a contractor for all allowable and allocable

costs. Support for the current use of the Cost Index Method

of economic price adjustment is that it is thought to

minimize contingency pricing by requiring shipbuilders to

submit their price proposals in Base Month dollars. Under

this kind of clause, payments of the basic contract cost

(basic Costs) are made periodically, are based on physical

progress with an adjustable billing base, and are calculated

in Base onth dollars. The payment of escalation is

calculated separately on the basis of an agreed to index and

on the actual incurred costs.

The intent of the escalation provisions currently used

in Navy shipbuilding contracts is to consider the long term
aspects and complexity involved in the process, to remain
within the DAR prov.sions, but accomodate the shipbuilding

process and provide an arrangement vhereby the shipbuilder

is approximately compensated for inflationary effects. The

author's research indicates that the schinics of this kind

of clause are intended to recognize the fact that the

shipbuilder maintains some control over the degree to which
his costs are affected by inflation.

17



C. OPERATION OF CLAUSES

The operation of the Cost Index Method of economic price

adjustment currently used in Navy shipbuilding contracts
requires a labor and material index. The material index

used is termed the Material Index for Steel Vessel

Contracts. It is made up of the elementary Bureau of Labor

Statistics material indexes for Iron and Steel, General

Purpcse machinery and Electrical machinery and Equipment
[Ref. 4]. This material index has been criticized because

it does not include inputs for many of the other materials

that go into the construction of a ship. The author's

research effort indicated that the advantage of this index
is its simplicity in that the use of a few elements that are

4 very familiar to the shipbuilding industry provides for
increased predictability which is of primary importance in

the pricing of long term shipbuilding contracts. Increased
predictability is significant in that shipbuilders generally
approach pricing by fully forward pricing the anticipated

contract and subtracting-out an estimate of escalation to be

recovered under the escalation clause. The more predictable

the estimate of escalation the less opportunity there is for

overpricing or underpricing the contract.

The labor index used to facilitate current shipbuilding
escalation provisions is the Index of Average Hourly
Earnings for Steel Vessel Contracts. This index is
claculated for the Navy by the Bureau of Labor Statistics

and published monthly. It is based on labor data inputs of
straight-time hourly wages from 17 private shipyards. This

input is voluntarily submitted and does not include shift

differentials, overtime premiums, or holiday premiums.

First-line supervisory wages are reported as direct labor.

18
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The escalation payment calculation (greatly simplified)

for a monthly period under current Wavy shipbuilding

contract provisions is as shown in Exhibit 11-1. It vas

taken from NVSIA data.

MONTHLY CHANGE CONTRACTOR'S
ESCI ATION 1 IN THE X ACTUAL INCURED
PAYMENT INDEX COST

Exhibit 11-1

SINPLIFIED ESCALATION CALCULATION

There can be some variation in this calculation depending on

the desire to arrive initially at either the escalation

costs or the base contract costs.

The escalation calculation is intended to be carried out

in three operations, treating direct labor costs, material

costs and indirect costs separately due to differences in

applicalble index and/or fraction of costs covered by the

escalation provisions. onthly escalation payments,

calculated as noted, are paid throughout the life of the

contract subject to delivery constrained limiting dates and

to limiting dollar amounts. Escalation payments are not

made on incurred costs which exceed the contract ceiling

price identified in the incentive sharing agreement. The

current escalation provisions provile for frequent

reimbursement of cost increases incurred as long as they are

within the agreed upon dollar limits. The provisions also

provide for payment of escalation outside the contract

incentive pricing arrangement. By means of the Payments

clause, payment of the basic contract price is made on a

percentage of completion basis.

.19
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In summary the escalation clause is to protect the

Government and shipbuilder against economic fluctuations and

to eliminate contingency pricing. The operation of current

clauses are based on labor and material indices derived from

BLS data applied to shipbuilders costs to determine his
increase or decrease in expected costs due to inflation.

This is an overview of current escalation provisions. A
more in depth analysis will be provided in chapter II under

the heading cf the 1975 standard clause.

D. HISTORICAL PERSPECTIVE

The escalation clause that is currently being used in

major Navy shipbuilding contracts has its basis in the fact

that escalation payments are computed using the contractor's

7ctual incurred costs. It is the result of a clause that

was devised in 1975 by the Navy which has undergone constant

revision. The author's research indicates that this

revision has been as a result of the demands of

shipbuilders, and in keeping with the Navy's apparent policy

of in fact relieving the shipbuilders of as much of thhe
business risk of inflation during ship construction as is

possible.

There is one other primary shipbuilding contract

escalation clause that has been used by the Navy during the

pericd of the last 20 years which is the Fixed Curve Clause
devised in 1962. The operation of this clause is based on
the premise of a fixed baseline in terms of cost subject to

escalation ard the time phasing of those zosts.

It is interesting to note that the Fixed Curve clause

was developed during a period when the Navy was buying ships

on a Fixed-Price basis. After the Navy determined that it

was more prudent to institute a new concept of contracting

20



for ships in the form of Fixed Price Incentive (FPI)

contzacts, it became necessary to eventually modify the 1962

escalation clause. FPI contracting for ship construction

came into being in the 1960s an- vas viewed as a less rigid

form with a shifting of the assumption of some cost risk

from the shipbuilder to the government. The Fixed Curve

escalation clause (1962) continued to be used in PPI

contracts until 1975 when the actual Cost clause (1975) was

developed. This clause vas definitely less rigid than the

1962 clause and very much in keeping with the shifting of

risk concept embodied in the FPI contract. Research

indicates that this occurred as a result of factors such as

product complexity and business pressure.

A literature search conducted by the author revealed

that escalation provisions currently used in shipbuilding

contracts are a by-product of certain type. of price

redeteraination provisions that were used prior to World war

Ii. "Price redetermination" provisions were normally used

in contracts where the Gvernment might have reason to think

that the contractor's proposed price was unreasonably high

and wanted to make provision for downward repricing based on

contractor submitted cost data for partial completion of the

contract.

It was during the 1939-1941 time frame that the Navy

began using escalation clauses in all of its contracts to

deal with the increasing problem of inflation. The initial

kind was a labor and material index clause. This type of

clause provided for a percentage of changes in specified

labor and material indices to be applied to a contractor's

actual expenditures. This approach to escalation recovery

is conceptually very similar to current shipbuilding

escalation provisions whereby recovery is based on actual

21

* ". * . . '. . . . . . . . ..-..-,: . .' j



incurred costs. The literature on this subject indicates
that there was concern over the use of the actual
expenditure basis of escalation recovery in that it was
allowing an increase of costs on in increase already
contained in the contractor's actual expenditures.

After World War 11 the Navy devised two escalation

clauses in an attempt to accomodate contractor's demands for
protection against rising costs. One clause was for labor,

and open completion of the contract provided for a one time
7 escalation of direct labor, based on a;reed estimates of

average hourly wage rates and total hours of labor. The

other clause dealt with material escalation costs in the
same manner, on the basis of agreed to estimates of

quantities and prices of raw materials. In both clauses the

price adjustment was constrained by a fixed dollar ceiling.
These clauses were eventually modifiel to provide for
downward as well as upward price adjustment which is still a
viable concept in current shipbuilding escalation

provisions.

in 1956 the Navy began using a somewhat different
approach to escalation coverage in shipbuilding contracts.
A new clause was devised which provided for a- dollar for
dollar reimbursement on subcontracts ani a material index
for use in escalation recovery on raw materials cost. I
reqicnal labor index was used in determining escalation

recovery on direct and indirect costs. in 1959 this clause
was revised to use a material index developed by the Navy
and the maritime Administration for all escalation recovery

on all material costs* eliminating the pass thru
reimbursement type coverage for subcontract costs.

in 1962, a standard shipbuilding contract escalation

clause was devised by the Navy. The regional labor index
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used in the 1959 clause was replaced with a national labor
index that was originally based on the average straight time

hourly earnings of twenty-one selected shipyards. The

material index remained the sane as that used in the 1959
Clause. The last major conceptual change in shipbuilding

escalation clauses was in 1975 when the Navy developed the

Actual Cost clause. To date, the significant changes

regarding the use of this clause have been in the area of

using separate indices for escalation coverage of certain
costs, direct pass through escalationi coverage for

government caused increases, and improved escalation

coverage past the contract delivery date until the actual

delivery date.

It is interesting to note that the concept of escalation

recovery in the form of direct pass throughs, appears to
have some precedent in the early years of escalation clause
development. The author's literature search indicates that
it was referred to as autcmatic coverage by the Government,
for Government actions that caused labor cost increases that
in turn resulted in contract cost increases. ?his kind of
coverage was a result of actions taken by the office of

Price Administration regarding the establishment of maximum
prices and actions taken by the War Labor Board that caused

increases in labor costs. In July of 19414 a clause commonly

referred to as the "Forrestall" clause was incorporated into

Navy contracts to eliminate some of the risk associated vith

U.S. Government actions that caused price increases. Under
this clause the contractor had to warrant that its contract

price did not contain any contingency allowances for wage[ and salary increases or adjustments in other terms and

case where the contractor was ordered by a "duly authorized

agency of the federal government" (Ref. 5] to make such
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changes in its wages, salaries, or other terms and

conditions of employmnent as would substantially effect the
cost of performing the contract, the contract price would be

adjusted by mutual agreement.

E. SUBARY

In summary, it is helpful to understand the apparent

origins of some of the current concepts of escalation

recovery that are in operation today when trying to evaluate
if their current use is in fact appropriate. The next
chapter will be an analysis of recent escalation coverage

used in shipbuilding contracts. It will look at only two
clauses and will cover the past 20 years of experience.

24



111. JSZJ SHPUIJL~i~ =k_1AZL2_! CLAUJSES

A. INTRODUCTION

This chapter will provide an analysis of the Navy's

shipbuilding escalation coverage from 1962 through the

present. There will be two specific clauses involved namely

the Fixed Curve clause (1962)and the &ctual Cost clause

(1975). The change from the 1962 clause to the 1975 clause
marks, in the author's opinion, a major shift in the

philcsophy concerning escalation coverage. The analysis
will aid in understanding why the Navy uses the current form

of coverage. It will also aid in understanding the kind and

extent of coverage in effect today to provide the basis for

an analysis of the possibility of excess coverage. This

chapter will also provide the basis for an analysis of the

complexity and adverse impact resulting from the use of the
current clause.

B. FIXED CURVE CLAUSE (1962)

1. I3 .a2un

In 1962 the Department of Defense encouraged the use

of incentive contracts. Figures taken from D.F. Pace's text

(Ref. 6] for 1960 Indicate that 13.1% of all the Navy's
contracting was in the form of Fixed Price Incentive (FPI)

contracts. The remaining 86.9 1 was in the following

contract form:
Firm fixed price 31.9%

Fixed price redeterminable 6.7%

Fixed price escalation 18.6%

Cost reimbursement type contracts 29.7%

25



During this period it appears from the statistics that the

Navy was frequently using a fixed-price contracting mode.

In the author's opinion the times were more

conducive then than today for the use of fixed-price

contracts in the acquisition of ships. There are two major

reascns for this. The first is the fact that in the past,
some ships for the Navy were being constructed in Government
yards, offering an alternative to use of private

shipbuilders. The second is that most shipyards had not yet
become owned by large corporations that would later prove to

have a strong influence of U.S. Government contract terms
and conditions. The author's research indicated another

factor that should be noted and that is that the economy was

not nearly so inflationary as it was to become in the 1970s.

In 1962 the Navy developed an escalation clause for

use in shipbuilding contracts commonly referred to as either
the 1962 Standard clause or the Fixed Curve clause. This

clause was developed to provide approximate protection to
both the Government and shipbuilder against the -Jituat,4s
of labor and material costs that might occur between

contract bid and delivery, and were outside the control of
the contractor. The clause evolved from -.xperience with the

shipbuilding industry by the Navy and the Maritime

Administration. The author determined by way of interviews
with Navy contracting officials that conceptually the
inception of this clause was influenced by the fixed-price
contracting that was predominantly used at the time. It is,

in effect a Firm Fixed-Price contract escalation clause, inI ~ that it employs a fixed baseline in terms of costs subject.

to escalation and the time phasing of the costs.
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2. un u
In the author's opinion the clause vas not overly

long or complex, it was easy to administer and the only

unknown at the time of contract award was the Bureau of

Labor index changes that would occur over the course of the
contract as a result of changing material and labor costs.
A copy of this clause which was taken from a contract for a
Navy replenishment ship (AOR-I) is provided in Appendix B
for purposes of providing the reader the opportunity to

become familiar with the operaticn of the provisions.

Attention is directed specifically to paragraphs (b) and (c)
for guidance in computing escalation recovery caused by
changes in labor and material costs. Exhibit III-1 is

provided to further assist in understanding the method of
calculating the escalation payment due the shipbuilder under
this clause. Information derived from NAVSEA data. A sample
computation of labor escalation is provided in Appendix C.

To more fully understand the operation of the Fixed-

Curve escalation clause a summary, based on the author's

perceptions, of the important features is provided.

a. The bureau of Labor Satistics (BLS) national shipbuilding
index is used as the labor index and a weighted composite
of three BLS wholesale price indices is used as the
material index. The labor index is based on data

supplied by 17 United States (U.S.) shipbuilders. The
weights used in the material index are: Iron and Steel -

45%, General Purpose achinery and Equipment - 40 %, and
Electrical achinery and Equipment - 15%.

b. The percentages of total costs, made up of labor,
material and overhead costs that were subject to

escalation are fixed or pre-set at contract award.
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ANOUNT (1) AMOUNT (2) CONTRACT COST (3)
ESCALATION = OF INDEX X SUBJECT TO X SUBJECT TO

CHANGE ESCALATION ESCALATION

(1) Amount ofIl ec AM
index change Reference Index

(2) Amount subject = Pre-Set Expenditures per Quarter

to escalation

(3) Contract cost a Specified Percentage of Initial
subject to Target Cost
esca lation

Exhibit IIl-1
ESCALATION CALCULATION (1962)

c. The rates at which labor, material and overhead are to be
expended are fixed or pre-set at contract award.

d. The original target cost and the escalation multiplier do
not change over the course of the contract.

e. Costs that are incurred and due to contract changes are
nct subject to escalation recovery.

f. Escalation payments are to be made quarterly or on
publication on the indices.

g. Escalation payments are to continue up to the contract
delivery date and no adjustment is to be made for early

or late delivery.

4. 12U Clau LMuA

Again it should be emphasized that the clause is not

long or complex and does not pose an unreasonable

administrative burden. There is only one unknown (BLS
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.indices changes) at contract award which, in the author's

opinion, is an aid to administration and to the budget

process for escalation funding. The indices used are of a

national nature and encourage the contractor to control

labor and material costs, The clause can aid in

incentivizing a shipbuilder to deliver as close to contract

delivery as possible. Finally, it provides for change work

to be forward priced, allowing the Navy to know the full

cost of changes. In summary, the clause does not to any

degree reduce the incentives which the contractor would have

unde a Firm Fixed-Price contract.

C. ICTUAL COST CLAUSE (1975)

1. acQ1

During the period between the development of the

Fixed Curve clause (1962) and a new clause, developed in

1975, there was change regarding the type of contract used

for the acquisition of ships for the Navy. There was also

change taking place in the shipbuilding industry regarding

the cwnership and management of the shipyards. It was also

during this period that inflation became severe.

D.F. Pace's text, (Ref. 6], indicates that during

the 1960s the FPI contract became the prevalent type of

contract used for the acquisition of aajor shipbuilding

programs. Pace goes on to say that D3D emphasis on the

wider use of this contract form was in reaction to the
extensive use of the Cost Plus Fixed Fee (CPFF) contract.
The Navy, on the other hand was moving from the opposite

direction in an attempt to find a less rigid arrangement

than the Firm Fixed Price contract it was using.

It was also during this period that the shipbuilding

industry was changing its personality. The ownership and
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management cf shipyards in the U.S. was changing from

independent shipyards to major corporate ownership. Such

entities as Litton Industries, Tenneco Incorporated, General
Dynamics Incorporated, Congoleus Corporation and Ogden

Corporation becaae the owners of such major shipyards as

Ingalls Shipyard, Newport Nows Shipbuilding and Drydock Co.,
Electric Boat Division, Bath Iron Works and ksondale

Shipyards, respectively. It is the author's opinion that
with this kind of ownership came little shipbuilding

expertise and strong esphasis on the financial aspects of
the business, with profits being of great importance. This

approach to the business of building ships was in contrast

with the emphasis of the earlier independent shipyard

owners, when the actual ship construction was of prime

importance. Jacques S. Gansler, in his book Us 2S.U.u
ladulr [Ref. 7], comments on this very issue as follows:

.. any of the yards have recently bmen taken oer by
ear econgloerat s ?T ese ta keover, ha ve had sigqn 1f2cant

iolitive ananneptive .impacts on the over 1 ndustry.
lo ern manag sen techniques have been introAuced, nut the
fact that the new owners are orientel primarily toward
pr fits whereas the earlier own e8s ocused on
shipbuildin, has contrIbuted to the frcction between theinustry an the Navy in the 1970s.

It should be added that what these large corporate entities

lacked in the way of shipbuilding expertise, they made up

for in financial and legal ability. They were also most

adept at using the political arena to their advantage in

conducting business with the Government.

Background on shipbuilding business activity during

the period leading up to the development of the actual Cost
clause is needed to be able to analyze the evolution toward

a new clause. It was learned through interviews with Navy

contracting personnel that during the 1960s there was a

major increase in Navy shipbuilding programs. This, in turn

had a large impact on the business base of the major
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shipbuilders, in that there was very little commercial

shipbuilding activity available in the U.S.. It was learned

that there was intense competition among the shipbuilders to

obtain the contracts for the new shipbuilding programs.

It is interesting to note that multi-million dollar

claims were to be submitted against the lavy by a number of
the major shipbuilders as a result of contracts awarded for

ships under these programs. In conjunction with these major

cost overruns there were numerous late deliveries. Taking

into consideration the large number of contract changes that
are inherent in this kind of work, it is the author's

opinion that the cost of much of this work was under-

estimated, and the ability to acquire the numbers of skilled

workers to perform the work was over-estimated by the

shipbuilders. It is important for the reader to be aware of
this when trying to understand the evolution of shipbuilding
contract escalation provisions.

Host of the literature attributes the development of

the 1975 escalation clause to the need to alleviate the
rising costs of shipbuilding that were the direct result of

the "spiraling inflation" during the 1970s. Upon an
analysis of the 1962 and 1975 clause it is interesting to

note, however, that if the ships in question had been built
according to schedule and delivered according to the

contract (excluding the effect of change orders) the Fixed

Curve clause would have adequately reimbursed the

shipbuilders for the effects of inflation, for the BLS

indices were constantly changing to accomodate the rate of

inflation.

It is true that the inflationary trends that began

in the mid 1960s became severe in the early 1970s. The

spiraling inflation of this time did in fact contribute to

31
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the sense of urgency for a revised shipbuilding escalation
clause emanating from the discussions surrounding the
massive Navy shipbuilding claims at issue. There were
demands from the shipbuilding industry that something be
done about the economic instability that was contributing to
the higher than expected costs of building ships for the

*Navy. The implications were that the 1962 clause was not
compatible with the PPI contract that had become the
accepted arrangement for acquiring modern warships.

In response to the situation, the Navy,, in 1975

devised an escalation provision that was more in keeping
with the PPI contract and would accomodate the desires of
the shipbuilders. This clause was to be referred to as the

1975 Standard clause, the Marshall clause or the Actual Cost

Clause. By means of interviews and a review of the
available literature it was determined that as was the case
with the 1962 clause, it wasn developed to provide protection
against labor and material cost fluctuations that Eight
occur during ship construction. It differed from the 1962
clause in that protection to be provided the contractor was
enhanced with the Government assuming more risk, the term of
coverage was to be sore comprehensive and payment was to be
more frequent. Con ceptua lly, it would be sore in keeping
with the form of contracting whereby the emphasis is on the

Government providing assurance of cost recovery by the
shipbuilder. Again it should be noted that the FPI contract
had kecome accept ed as the only way to acquire ships, other
than in the case of the lead ship of a class.

2. Overatigg

The 1975 clause in comparison with the 1962 clause

increased in length and complexity. it was determined by

r means of interviews that it became sore of a burden
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A copy of the Actual Cost (19751 clause taken from in F'G-7

Class contract is provided am Appendix D. Attention is

directed specifically to paragraph (c) for guidance in
computing escalation recovery caused by changes in labor and
material costs. LExhibit I11-2 is provided to further assist
in understanding the method of calculating the escalation
payment due the shipbuilder under this clause.It was derived
from IAfSA data. A sample escalation computation is

provided in Appendix a.

ESCALATION * 4 C30S I INDEX CHANGE(l)
INCURRED INCURRED

(1) Index Change Reference Index / Current Index

Exhibit 111-2

ESCALATION COMPUTATION (1975)

3. Pjjjgluj

Again to more fully understand the operation of the
Actual Cost escalation clause a summary based on the
auther's perceptions of the important features is provided.

a. Escalation is paid on the basis of the actual expenditure

phasing of costs, as they are incurred, rather than on
the basis of a pro-established and fixed phasing of

ccsts.
b. Escalation is paid on the basis of allowable costs

incurred not to exceed ceiling price rather than on the

fixed basis of the initial target cost.
c. Changa orders are included in the escalation coverage

vice being separately forward priced. Escalation
ccverage is to continue through the actual delivery of
the ship being constructed or until the cumulative do-
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escalated costs reach ceiling price. The value of the

BLS indices would remain constant or decrease for periods

.* beyond the contract delivery date.

d. Escalation recovery is to be paid to the shipbuilder

menthly on a per ship basis instead of quarterly on a

contract basis as in the past.

i: 4. 127 Q&MIs LjUjaj~

Under the Actual Cost clause (1975)used in Navy

shipbuilding contract, escalation is defined as:

ESCALATION = COSTS INCURRD-B1SE COSTS

In essence this clause acts to de-escalate ACTUAL incurred

costs. The clause continues to provide coverage until the

ship delivers or up to the point where the incurred base

costs (COSTS INCURRED - ESCALATION COSTS) reaches the

ceiling price agreed to in the contract. This is a most

significant aspect of this clause in that it is essentially

reimbursing the shipbuilder for all of its costs up to

ceiling price. In cases where ceiling price is

significantly greater than the target cost involved,

considering the associated risk, the resulting arrangement

approaches a cost reimbursement type contract. This is in

contrast with the Fixed Curve clause where escalation was

computed on the basis of pro-set cost expenditure rates.

In the author's opinion based on experience, two

significant ramifications of this clause are that there is a
lessening of incentive for the shipbuilder to meet the

contract delivery date and there is less incentive to

perfcru the work in the most cost effective manner from the

standpoint of the government.

34.
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D. CURRENT CLAUSE

The escalation clause that is being used in some of the

most recently awarded contracts is a modi-fied version of the

Actual Cost clause (1975). The modifications have been the

result of an evolutionary process that has been in the
direction of shifting more of the cost risk to the

Government. It attempts to separately identify certain

costs more specifically than the categories of Material,
Labor and Indirect Costs used in the past and, apply specific

indices to these costs for the purpose of determining
escalation recovery. Needless to my,, this has added to the

number of variables involved which in turn has contributed

to added difficulty regarding the budgeting process and the
administration of the clause. An example of the current

clause which was taken from a recent Navy contract for

attack submarines is provided as Appendix F for the reader
interested in the specifics of the provisions entailed. it

also provides some insight into the increase in length and
complexity involved in current shipbuilding contract
escalation provisions.

Paragraphs (C), (D) and (E) of Appendix F provide a
detailed look at the extent of the separate escalation
coverage. A significant aspect of these provisions aside
from the extensive number of specific costs and indices
involved, are the pass through provisions. The computations

formula for escalation payments on employee benefits cost

increases and electricity and fuel oil cost increases
results in paying the shipbuilder for his actual costs.

Another change since the 1975 version of the current clause

is that the escalation coverage is to continue for 240O days
beyond the contract delivery date. After the 240 days until

actual delivery the index values remain constant or decrease
for calculation purposes.
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E. sumMAR T

It is the author's opinion based on the analysis that

the changes from the 1962 clause' to the 1975 clause was

significant in that escalation coverage changed from being

of a preset nature to being more of an actual reimbursement

type situation. Some of the contractor's incentive was

compromised by the change and there is a strong argument

based on the analysis that the large business entities

involved can influence contractual arranuents.
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IV. ILL.2i Q Q=1Z cgVILRI

A. INTRODUCTION

The following discussion presents an analysis of the

fallcut or effects of the change from the Fixed Curve clause

(1962) to the Actual Cost clause (1975). The main effect
was the assumption by the Government of more cost risk which

in turn can adversely effect the intent of the Fixed Price

Incentive (FPI) contract type to perform as effectively and

effecien-ly as possible. There were other effects that will

be discussed such as lessening of delivery incentive,

increased difficulty in budgeting, increased administrative
effort, loss of contract change total cost visibility and

increased opportunity for wind fall profits.

B. TRANSITION ?RON THE 1962 TO THE 1975 CLAUSE

The author's research indicates that the Actual Cost
clause (1975) was devised to more closely appoximate and
provide compensation for the actual impact on costs incurred
under the contract due to economic change. Research by the
authcr indicates that it was designed so that the clause

would continue to provide a positive incentive to

shipbuilders to meet contract delivery schedules. In

addition to the above the ultimate requirement of the
escalation clause continues to be to eliminate contingency
costs from the contract price with the Government and the

shipkuilder, sharing to some degree in the risk associated
with inflaiton in the economy. Experts interviewed

indicated the ultimate consequence o: escalation coverage
should be to reduce the over all contract cost to the
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Government by not paying for costs that may never be
incurred. An analysis of the Fixed Curve clause (1962)

indicates that it exploits the fact that the shipbuilder has
control over the incurring of labor and material costs with

regard to quantity and timing. This control can result for
example, through the ordering of materials,, negotiating
labor agreements and the development of construction
schedules.

The scheduling of work is usually referred to as the
phasing aspect of pricing and is critical to determining the

extent to which escalation costs will be incurred. From the
standpoint of overall cost to the Government, it is
advantageous to incurr costs as early in the contract as
possible because the normal course of the economy has been

in the direction of increasing prices. The 1962 clause
recognizes this and penalizes the shipbuilder (by means of
the fixed expenditure mechanism) that does not adhere to an
acceptable schedule but instead performs work in later, more

expensive time frames. When there is not any required
phasing of costs (as is the case under the 1975 clause)

there is not the same incentive to manage construction

scheduling so as to incur: the least amount of inflationary
cost to the Government. There is less incentive from the

standpoint of incurring increased escalation costs where

specific indices or direct pass through mechanisms are

involved which is the situation with current provisions. in
effect the Government is responsible for paying escalationL costs despite the time frame.

Prom the above discussion it would appear that there is

F some contradiction regarding the accepted intention of the
1975 clause and the results to which its actual operation is
conducive. what in fact has happened is that the Government
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has provided a contractual approach for acquiring ships that
is very similar to a cost reimbursement type contract. This

kind of a contractual arrangement is not conducive to

stimulating the most effecient and effective construction

process from the standpoint of the Government. The result

can be higher costs to the Navy as a result of a contract
clause that was devised to provide for cost savings under

the contract.

C. SPECIFIC UNDESIREBLE EFFECTS

The following analysis involves some of the specific

effects of the change from the 1962 to the 1975 clause. The
topics include delivery incentive, budgeting problems,

administrative burden, change visibility and windfall

profits.

1. ael l e an

The current escalation clause provides full coverage
out to 240 days after the contract delivery date. Upon
reaching the 240 day point escalation =overage continues
until actual delivery at the current iadex, but not to
exceed the index in effect at the post (240 day) deliver
date. This kind of arrangement does very little to
disccurage the shipbuilder from not meeting the delivery
date specified in the contract. Research indicated that the
escalation clause was not devised to be a delivery incentive
provision in shipbuilding contracts and that contract
delivery incentives should be provided separately. The
point to be made is that the current shipbuilding escalation

clause contains a delivery dis-incentivizing aspect that can
have an adverse impact on the overall cost to the
Government.
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The authorls research shows that negative delivery

incentive offers the shipbuilder business alternatives that
were not intended to be provided by the clause. The

opportunity to exploit the clause under a particular
contract for business purposese can come about when there is
either more pressing work in the yard or very little other

work in the yard. When there is very little other work

available the shipbuilder can stretch out the contract work
in order to keep people employed and maintain skill levels
in anticipation of future work. The other situation arises
when there is more pressing work whereby the shipbuilder
stands to suffer financial loss should that work not be

completed as scheduled.

In the situation discussed above the business

decision that will, in the author's opinion, most likely be
made will be to stretch out the delivery of the Navy work

because there is much less risk of adverse financial

consequences. This is a result of the current escalation

clause providing almost full coverage until actual delivery
depending on the extent of delay. For clarification.
purpcses the stretchout of the Navy contract delivery comes
about by the shipbuilder removing resources (manning,
industrial capability) from that contract and applying it to
more pressing contracts. The result is that the Government

can be placed in the position of subsidizing commercial work
without having any choice in the matter. The undesireable
effect again,, is that because the work is performed in a

later time frame,, it is more costly. Another more long
range effect is that late delivery of ships can adversely

impact Navy operational commitments.
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2. &ugulina g.k.nu

The author's research showed that from a budgeting

standpoint the 1975 clause is more difficult than the 1962

clause. The event of the 1975 clause introduced two new

variables that would i spact funding/budgeting. These

variables are the changing base cost and the use of the
actual phasing of costs. The 1962 clause based escalation

computations on the initial target cost of the contract and

on a pre-set time phasing of when these costs were to be

incurred. The 1975 clause bases computations on incurred

costs (which are always increasing) and on the actual

phasing (of which the contractor has some controls). These
two variables contained in the 1975 clause make it more

difficult for forcasting escalation costs for budgeting

purposes than under the 1962 clause containg less varialble

provisions. The budgeting issue is significant because it

is necessary for the Navy to have funling available for

projected escalation costs at the time of contract award.
If the Navy underestimates these costs it must return to
Congress for funding increases which can jeopardize

credability. On the other hand, should the costs be over

estimated, the Navy will have funds tied up unnecessarily

and not be serving a useful purpose.

3. idiitrty fLUJ

By way of experience and through interviews it was

determined that from an administrative standpoint the 1975

clause has caused an increase in effort required to manage

escalation payment over that required of the 1962 clause.

The increased effort is a result of more variables including
those noted above as well as the increase in specific

indices that have to be applied to specific costs. rhe 1962

clause required computations for only two categories of
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cost,, namely labor and material costs. The current edition

of the 1975 clause contains six separate categories of costs

for which individual computations are reguired. The more
categories of costs involved results in more specific cost
accumulations which require accounting and clerical work.
increased administration effort occurs because of the sheer

complexity and length of the clause in that it requires more
time and effort on the part of those involved to merely

understand it. This aspect impacts those involved in
negotiating the contract to contain the clause down to those

having to perform the clerical work. It also includes those
having to perform budget projections. From the standpoint
of having to negotiate complex, longterm shipbuilding
contzacts, it is not, in the author's opinion, advantageous

to either party involved to have overly complex clauses that

can muddle negotiations and lead to adversarial conditions

in the long run. The Navy's experience has been that the
long ran results can be very costly as was the case in the
massive shipbuilding claim settlements that occurred in the
late 1970s.

The author's experience has shown that due to the

complexity of Navy shipbuilding and to the requirement that
weapcn systems be as modern as possible there are numerous
changes to the contract design. The expense involved can be

great and it is important that they be managed properly to

best utilize available funding.

From the presentation provided in chapter III it[follows that under contracts where the 1975 escalation
clause is used changes are priced in bass month dollars asLis the basic contract. The change base cost and profit are
added to the current contract base cost and profit and are
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provided escalation coverage by means of the escalation

clause. Under contracts containing the 1962 clause,

contract chanqes were fully forward priced and did not come

under the coverage of the contract escalation clause.This

provide4 the Navy better visibility of the full cost of

changes and more opportunity for effective management of

same. In the author's opinion not having full visibility

tends to aggrevate the budgeting difficulty of projecting

escalation costs for the initial contract that was disc%:ssed

earlier. It is significant to manage changes properly in

order to avoid situations such as the massive shipbuilding

claims that were settled in the late 1970s where the Navy

suffered uch criticism from industry and the Congress

concerning contract changes.

By way of an analysis of the data provided

previously and from information provided in a Comptroller

General Report, [Ref. 8], it was determined that another

effect of the 1975 escalation clause is that there exists

the opportunity for the contractor to earn a profit

windfall. This can happen because escalation costs are not

considered part of the basic contract costs. To elaborate,

escalation costs are not considered in the computation of

the contract target cost, target profit, target price or

ceiling price and are not subject to the contract incentive

pricing provisions. Because of the mechanics of the

escalation computations, escalation costs are subtracted

from actual incurred cost to derive the costs subject to the
- incentive provisions. It follows that the more costs the

shipbuilder can incur as escalation costs, the less costs
there will be that are to be considered as base costs and to

be subject to the incentive sharing provisions. Under these
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provisions the situation is such that the shipbuilder gains

something in profit for cost savings. This situation occurs

when the Navy allows escalation to be paid on costs that are

not effected by inflation. An example of such costs are

fixed subcontracted costs and certain overhead cos.ts such as

depreciation, prepaids, rental costs, leases and taxes.

There are two remaining aspects of the current

escalation clause that merit discussion. In the author's

opinion they are undesi-eable in that they increase the

Government's overall cost liability on shipbuilding

contracts while reducing the contractor's risk. It should

be noted that the aspects in question, namely the paying of

profit on escalation and the allowance of unrecoverable

escalation in the contractor's contract pricing ari- not due
to the mechanics of the 1975 clause as such as they are due
to the approach to escalation coverage that the clause

represents. Even so, a discussion of these issues is
considered appropriate.

Concerning the issue of paying profit on escalation

the author's research indicates that the wavy is currently

considering projected inflationary costs associated vith
ship construction contracts in the computation of profit.

The interesting aspect to be considered regarding escalation
coverage is the amount of profit to be allowed has been

viewed from a business perspective as being commensurate
with the amount of risk involved. The current situation

with regard to the Actual Cost Escalation clause is one
where the Government has assumed the majority of the cost

risk and at the same time is willing to pay increased
profits.
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The other issue mentioned above concerns the fact

that some shipbuilders are Including in their contract

pricing the expected cost of escalation they feel will not

be recovered through the escalation clause. This is of

course, less than desireable in that the essence of having
escalation clauses is to eliminate contingency pricing.

This can result in added costs to the Government, especially
in negotiated procurements where competition is not a

significant factor and the target cost is inflated.

D. DESIREABLE ASPECTS

In the author's opinion the evolution of shipbuilding

contract escalation clauses has produced some desireable
effects. From the shipbuilders standpoint cost risk has

been reduced substantially. is discussed earlier the

current escalation clause in conjunction with the Fixed

Price Incentive contract has provided an arrangement that
fast approaches a Cost Reimbursiment type contract. From a
businessman's perspective it would be reasonable to expect

this kind of arrangement would be desireable considering the

length of the contract and the complexity involved.

The current escalation provision is lesireable from the

Navy's standpoint primarily because it accomodates all of
the factors that influence the process and allows needed

ships to be acquired. As noted above it satisfies the
shipbuilders business requirements and it appears to pacify
(money continues to be appropriated) the Congress by not

having -o resort to cost type contracts. The clause can

also aid in enhancing the Navy's image with regard to its

relations with shipbuilders. The current clause provides
close to actual escalation coverage and the Navy has further
reduced the shipbuilder's cost risk by means of cost like

incentive pricing provisions which means there should be
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less likelihood of shipbuilder's claims. This is most

advantageous to the Navy. Experience has shown that the

claims settlement process can be disruptive to Navy

shipbuilding and extremely expensive. This was borne out by
the experience gained during the recent claim settlements

with major shipbuilders. The author's experience and

research indicate that these proceedings consumed many years

of effort from the people who were otherwise required to be

facilitating new shipbuilding acquisition and administering
ongoing contracts. A review of the settlements by the
author shows the costs involved were enormous (S165ff for one

major shipbuilder) and involved Public Law 85-804 money
which had to be approved for use by the Congress on the

basis that it was required to facilitate the national
defense. It is the author's opinion tha-t it is desireable

to avoid this kind of visibility in that it could convey

mismanagement of public monies with the possibility of
future Navy shipbuilding funding being reduced.

E. SUMARY

The change from the 1962 clause to the 1975 clause was

significant. The Government assumed sore cost risk, some

natural incentivization was compromised and there were

adverse effects including increased complexity. The new

clause aided in making for more cost like contractual

arrangements but it did enable the Navy to continue to
acquire ships.
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1. INTRODUCTION

The purpose of the paper was to objectively review the

evolution of the current shipbuilding escalation clause with

the intent of drawing some conclusions concerning how and
vhy the clause developed,, the complexity involved, extent of

coverage and its effect. The paper reviewed the types of

shipbuilding contracts and the important factors that

influence them. The purpose, operation and historical
development of escalation coverage was provided. Finally,
the change in the Navyls approach to escalation coverage

from 1962 to 1982 was analyzed.

B. CONCLUSIONS

The current shipbuilding escalation clause is the result

of an evolutionary process that had its beginning during a

time when the Navy was confronted with the requirement to
obtain ships for a major armed conflict. During the early

histcry of the clause there developed concepts such as

paying escalation based on actual cost computations as well

as paying escalation on a direct pass thru basis. These are
con~cepts that are in use today in major shipbuilding

program

lased on the research and analysis of the available data
the author contends that there are some very basic reasons

why the Navy has the kind of escalation clause that is
currently being %sod. One reason is that the product,,
namely modern warships, is inordinately complex and requires

a difficult construction process that most often spans a
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considerable period of time. This construction process is
labor intensive and requires major investment in plant and
equipment. A second reason is that the business entities
that control the major shipbuilding cpapacity in the United
States are very large and posess financial strength. They
also posess ample political influence. These entities have

been willing and able to influence contract provisions by

means of negotiations and by vay of the political forum.
The research indicated the involved business entities
desires the most risk free,, highest return kind of

contract ual arrangement.

A third reason for the current escalation clause is that
the Navy has to do business with the major shipbuilders.

The research indicated that the requirement for modern

warships is pressing both from the standpoint of need and
also from the standpoint of t%.he necessity to spend the
available funding as quickly as possible. If the Navy
cannct agree to terms with major commercial shipbuilders,
there are no alternative means of acquiring ships. The

shipbuilders are cognizant of the situation and are able to
take advantage of the situation to press for desired
contractual provisions. A fourth reason for the current

clause is it enables the Navy to continue to use a fixed

price type of contract to accomodate buying a product that
might better lend itself to a cost type of contract. Cost
type contracts also tend to be alarming to the public.

The final reason for the current escalation clause, in

the cpinion of the author, is the mistaken belief that the

shipbuilder overruns that were incurred during the recent
pericd of spiraling inflation were due solely to the

ineffectiveness of the 1962 clause. There was in fact

spiraling inflation but the operation of the 1962 clause was
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based on a national index that was to a pre-set phasing of

contractor work agreed to at time of contract signing. This
allowed the shipbuilder to recover escalation payments
commensurate with the activity in the economy as long as he

built the ship according to contract schedule.

The clause in the author's opinion has become overly

long and complex which can be dysfunctional from the

standpoint of negotiations and administration. It also

adversely impacts the budgeting process. The complexity has

evolved from the desire to be very specific about the
measurement of escalation coverage. what began as a process

of trying to provide an estimate of escalation costs has
involved into an attempt at an exacting process using more

individual categories of costs and- special indices. The
authcr's research shows that the complexity has been due to
an incremental process that has lent itself to becoming a

situation that is not fully appreciated with regard to the
liability it creates for the government.

It is the author's opinion that the escalation coverage

pro vided by the current clause is excessive in that it
provides extensive opportunities for the shipbuilder not to

perform as efficiently, as possible from the standpoint of

cost to the Navy. By basing computations on actual incurred

costs, extending coverage until actual delivery and

providing special indices, the shipbuilder is assurred ample

escalation coverage throughout construction and is motivated

to cpecate in a manner that is most beneficial to the

company. it is the opinion of the author that the current

escalation clause, in conjunction with the Fixed Price

incentive (PPI) type of contract has created an arrangement
that is very much like a cost type of contract. Kenneth R.

Indrews of the Harvard Business School, :Ref. 9] notes tho
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following concerning contract incentive regarding cost type

contracts:

A manufacturer who plans to perform services for the
government under cost-plus-fixed-fee contracts, to cite a
very limited example, feels less need for a fully
developed cost control system and cst related inc gntives
than ofe whcse contracts are governed by a f.xed price.

It is the author's opinion this is the situation with regard

to the use of ?PI/Escalation contracts in shipbuilding which

provides the opportunity for increased costs to the

Government.

Regarding the current clause's impact, the author

concludes from the research and analysis the clause is

having some adverse impact on the shipbuilding process.

This has become evident in the form of delivery,
disincentivization, increased difficulty in budgeting,

increased complexity and administration and the opportunity
for increased profits due to the extent of escalation
coverage and the mechanics of the shareline. hile all

these items are of concern the disincentive to deliver is a

serious failing in the current clause. Delivery dates are
significant because of Navy operational requirements and
because they are an important aspect of the cost and fee

determination that is agreed to at contract award.

The Navy has agreed to pay a specified contract price for a

specified delivery and it is dysfunctional to include
escalation provisions that contain delivery

disincentivization.

The comments preceeding this are not an attempt to

discredit shipbuilders as business entities or to imply
their actions are immoral or unethical. The point to be

made is it must be kept in mind that such of their design
and reason for being is to make a profit and it should be
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expected they will make business decisions accordingly. If

contractual arrangements are such that the opportunity

exists for a contractor to enhance its business situation a.

the Government's expense and be within the confines of the

mutual agreement (the contract) it should be expected it is

qoing to happen. The current shipbuilding escalation clause

does provide this kind of opportunity which can have an

adverse impact on the shipbuilding process, effect

operational requirements and cause increase costs to the

Government.

C. RECON ENDATIONS

It is recommended this analysis be used as a basis for

further study to determine if an alternative to the current

shipbuilding contract escalation clause can be devised. One

alternative would be to eliminate the clause completely by

resorting to a cost type contractual arrangement. At a

minimum, consideration should be given to the elimination of

the disincentivization to contract delivery and to

perfcrming work from the standpoint of the Government in the

most cost effective way. It is also recommended that

consideration be given to consolidation of the current

clause with the intention of lessening its length and

complexity.
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APPENDIX A

GUIDE FOR FIXED PRICE INCENTIVE CONTRACTING

Fundamentals of Incentive Contracts

;n essence, nearly all ftcentives take the form of a
sharing arrangement, enerally expressel as a percentage
rati For example, If a 60740 cost sharing formula were
negot-ated, the Government would pay 60 cents, and the
contractor "40 cents, of every dollar by which actual costs
increased.

e onvrsely. for d rycdollar saed, te Goerment wouljetan U 0 cen ., andetve ontractor s pro it (or tee) ouall
ncrease by 40 cents . In other words,, over thq range of

costs where the sharing arrangement is oserat.ve, the
contractor must look at every loilar he spends as though.40
percent of it were his. Profit or fee is thus tuned to the
contlactor's control of a variable on which his management
skillS can have a significant effect.

Under a cost incentive element the amount of profit the
contractor earns is based on the amount by which .is actual
costs exceed or are kept below the target costs. Actual
costs are negotiated oh a fixed- price-incentive contract.
Once negotiated final costs are determined, the final profit
or fee is autopatically computed in accordance with a
sharing formula already In existence.

The Fixed-Price-Incentive Contract
Under the fixed-price-incentive-firm (FPIF. jon 4 ravt,

the Government and the contractor negotiae the toilowing
elements before award:

tila target cost (aLinst which to measure final costs,. .) .target profit ( a reasonable profit for the work
1 !!e inm!tcel1the total dollar amount for which the

Government will be able),
jjv). shaj ng tormula (the arrangement for establishing

na prof it and price).

After the work is cogpletqd,, the contractor and the
Government negotiate the .naA costs .the contract,
sharing the overruns or underruns according to the agreed-
upon formula. To illustrato with figures; assume that the
target cost for a c ntr ct is $100 the target profit s
$10, the price cel Inqis $118, an& the sharing formula is
75 percent (GovernmentF and 25 percent (contractor). Under
the formula the contractor would keep 25 percent of every
dollar save&. To earn a total profit of $12, therefore he
wiuld haye t9 reduce costs y $ 8 below target cost. Ind,
!ncete ndie s . t%.f pofit ci ling,. prfit w uld c'ntinue to
ncrea n n v as the an anderrun increased.

Conversely, the aonlraqtor woold have to overrun the target
cost b $ t to re auce his profit to $8. If he overran by
morg than $18, he would lose money, since there is no
mini mum p'fit guaranteed in this contract type..Regardless
of the final cost to the contractor, he must meet the
contractual specifications, and the Government's liabilityo
cannct exceed the ceiling grice of $118. For this reason
the TPIF contract shoul e used in preference to any cost
reimbursement type whenever circumstances permit.
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APPENDIX B

AOR-7 CLAUSE (1962)

ARTICLE 8. COMPENSATION ADJUSTMENTS (LABOR AND MATERIAL)

(a) Re ariless of the actual changes in the cost of
labor or mater als during the performance of this contract,
adjustments in compensation shall be made as provided in
Earagraphs (b) and (c) of the Article. Said adjustments are
ase SOlel on the changes in the Labor Index identified in

p ah Ib) of the Article and the _Material Index
idenfi ed in paragraph (c) of this Article. Each
Supplemental Agreement entered into pursuant to this Article
hall set fo~th the calculations upon which the 4djustsent

th compensation are made. For the purposes of this Article
33% cf the Target Cost shall be deemed to constitute the
labor cost subject to ad ustment and shall be apportioned as
shown in the second colunm of Table 1 of aragraph (b)
hereof. S imlarly, 61% of the Target Cost shall be deemed
to constitute the material cost subject to adjustment and
shall be apportioned as shown in the second column of Table
2 of paragraph (c) hereof. No art of said Tables 1 and 2
shall be revised, unless tNbs contract is partially
termi ated and then only as provided in subparagraph (f) (2T
of this Article.

(b) Adjustments in com ensation on account of changes in
labor cost shall be m d as follows for each qua ter y
per1.. Cd shown in the first column of Table 1 or thls
aragraph based on the changes in the Nationwide $Index of
anges in Straight Time Average Hourly Earning for Selected

Shipyards"(June 1962 - 100) for steel ship construction
herein sometimes called the '#Labor Index" furnished to
theNaval Ship Syst 0ms Command (Ed. note: f4ow called Naval
Sea Systems Comd)an by the Eureau of Labor Statistics of
the United States Department of Labor: (1) The Labor Index
for the base month of April 1972 shall be subtracted from
the Labor Index for the quarterly period involved,
deterained in accordance with peragraph (3k below, and the
difference computed as a plus or m nus figure as the case
'ay te.
(2 The aforesaid difference, whether plus or minus, shall
be divided by the Lavor Index for the base month and the
result in quotiet carried to four decimal places.
(3) TVo aforesaid quotient shall be multiplied by the
percentage of the Target qost set forth in the third column
of Table 1 below, opposite the quarterly period involved,
and the resulting product carried to six d~cimal places.
t) The aforesaid product shall be multiplied be $(Target
ost). The resulting amount shall constitute the amount of

the ad ustment in compensation for the quarterly period
involv .
(5) The amount of the adjustment in compensation shall be
Ipwards or downwards depending upon whether the difference
n the labor indices calculated in subparagrapl (1) above is
a pl s or minus figure as the -ase ma be, and shall be set
forth in a Supplemental Agreement to this contract.
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TABLE 1

LABOR (33% of Target Cost)
%of % of

Qtr Labor Target Cost
1 0.4 0.1
2 0.8 0.3
3 1.2 0.5
4 3.0 1.0
5 6.8 2.2
6 9.5 3.2
7 13.; 4.3
8 15.5 5.1
g 17.3 5.7

10 15.6 5.1
11 12.2 4.0
12 '4.6 1.5

100.0% 33.0%

(). adjustments in conensation on account of changes in
ya e bia costs shall be male for each quarterly period shown
in the first column of Table 2 below, based on the changes
in the "Haterial Index for Naval Ship Systems Command Steel
Vessels Contract" herein sometimes called the "laterial
Index", furnishe& to the Naval Ship Systems Command by the
Bureau of Labor Statistics of the Uhited States Department
of Labor:

(1) The Material Index for the base month of April 1972
shall be subtracted from the aterNial Index for the
quarterly pr o involved later ined in accordance with
paragraph 1d) below and the difference computed as a plus
0o minus figure as the case ay be.
(2) The aforesaid difference. whether plus or minus, shall
be daided by the Material Idex or the base month and
t+he resulting quotient carried for four decimal places.
(3) The aforesaid quotient shall be multiplied by the
pe cent aqe of the Target Cost #et forth in the third
column of Table 2 below opposite the quarterly pe rod
involved, and the resulting prcduct carried to six decimal

,."laces ie aforesaid product shall be multiplied by $(Target
Cost). The resultfnq amount shall constitute - e amogin4
of t.e adjustment in ompensation for the quarterly period
involved.
(5) The amunt of the adjustment in coaensation shall be
upwards or downv~rad pending upon whet Ber the difference
1.n the labor indices calculated .n subparagraph (1) above
is a plus or wnusfigure, a the case say be, and shall
be sot forth in a supplemental agreesent to thfs contract.
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MATERIAL 6  Target Cost)

%OF OF
QTRl MATRA TARGET COST

1
3 18.0 11.0
4 20.0 12.2
5 16.0 9.8
6 11. 6.7
7 8:8 1.9
8 7.0 4.3
9 5.0 3.1

10 3.0 1.8
11 1.0 0.6
12 - -

100.0% 61.0%

(d) For the purpose of this Article:
r h 41rstla ,hallro,,1nce on the

T.ieof tem "Taret: follotias he efective dateof th c ntract.

shall2e T term- "Tarettt arg.t cost in ee at the e fective date of
this contract.

(3) r the urposes of computing the amount of

Idjuspent .In compen.aton the amomnt or Target Cost set
ortb ;n sutparagrffhSns tr(4), and (?) (4) shall not be
revised unless h contract is partially terminated and
then only to the extent provided in paragraph (f) (2) of
this Arti.cle.

(1) The Labor Index and 5atrial Index for a quarterly
pericd sha le the arit e.c al average carried to one
decimal point of the Labor Index or Material Index,, as the
case may be., .or each of the three months comprising such
quarterl y per:od.

(e) R 9ting contaied. in this. rticle shll be construed
as pronibitng the inclusion or 9hanges a t e cost o labor
oz material in any adjustment in the target cost, tar etprofit, target pr ce, ceiling price, or total final price
provided for under any other provision of this contract.

(f) (1) If this iontract is terinat d in hole fir any
reason, no compensaton shall be marl under this Article o
any quarterly period subsequent to the quarterly period
during vhich the contract 4-s terminated.

(2) In the event that this contract is terminated in
part, and such part a termination terminates the completion
of one or more vessels, then, notvithstanding any other
provision of this Article t. e target cost set forth in
aragralhs (b) and (c) the percentages of target cost set
ora n paran ph . ond each column of Table.I oiRaa~p )n ~lzoararagraph) Int snA.D uste

lor n ucon in the nun er fvessetso be cole
under this contract.

(q, Deferred uaen's for escalation shallbe jai
prosyy upon s ission of invoicest veneor uc
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iayment when added to the total of all ayments Previousl1
under the contract, wouid not x eed n!_nety-ivZ

percent (15%). of the costs certified 0i the Contractor on
such invoice to have been inurred by 3t in the performance
of the contract. Upon delivery of the last vessel under
this c9 tract any re ma4nig deferred payments for
escalation shall, upon submitss in Of invoices, be promptlypaid, In the event that the amount shown in any
Supp omental Agreement pursuant to paragraphs Ab. and (ci
above is a pinuf figure, such aeount shal be deaucted from
the next invoice(s) presented for .Rayment under this
contract until such amount has been offset or recouped in
full.

(h) To adjustment shall be made in the tarqet Opst,
targeqt prLice, or celing price on account of upvar s or
downuards aflustsent in compensation made in accordaa~ce with
this Article and hence said adjustments are outside the
incentive price revision formula provided for in Article 8,
"INC!NTIYVB BICE R EI$ION (FIRMI TARGET)". Accordingly, even
-if 4.be ceiling price is exceeded, amounts ?therwise payable
to The Contractor in accordance with this Article na 1
continue to be paid.

iiAydisputq ariih Aues~i lirtc IsallTeStr t  accorance v prov sons of the "DISPUTES"c lause of the contract.

El) In the event that the labor or material idiRces fgorthe Vairterly period invoived have not been iurnis ed to -he
S VSfA by the Bureau of Labor Statistics by the end of the

ensling, quarter, copensation adjustments for the quarterly
per ed i volved zh9l be made based upon the average of the
ch n n the in ces for the precednq four quarters for
wh-c indices have been co ut. and urnished by the BLS.
The average of changes so calculated shall be added to the
appicaable index for the ine iately preceding quarterly
ericd and the sum shall const itute the labor or material

index for the quarterly pe riod Involved. hen an index for
the quarterly period nvol ved is computed and furnished by
BLS, the Contractor shall ;eflect ant required c9rrections
for the quarterly fperiod invol ived in t e submi6tal for
adjustamen for the following quarter.
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APPENDIX C

SAMPLE OF COMPUTATION OF LABOR ESCALATION UNDER 1962 CLAUSE

1. Refiected below is a sample computation of the labor
escalation adjustment for the 6th quarterly period under a
contract containing the 1962 clause. The sample assumes:

a. The date on which the contract was signed is December
1962.
b. The labor percentage specified in paragraph (a) of the
article is 29%.
c. The base month for labor is September 1962.
d. The contract target cost stated in the clause is31 972 2000.
e. fhe labor escalation table specified is as folli4s:

Percent if contract
cost sub ect-o ad-
Iustment for changes

Percent of labor cost in labor cost appor-
Quarterly apportio ned to quarterly toned to quart rly
period period period

1 1
1i1 .3
4 1.2

5 6 1.7
6 9 2.6
7 12 3.5
8 12 3.5
9 14 4.0

10 17 4.9
11 13 3.8
12 7 2.0
13 3 .9

1001 29.0%
f.The labor indices furnished by the Breau of Labog
Statistics for the three aonthA comprising the 6t
quarterly period are as follows:

Month Index
April 1964 102.0
may 1964 102.2
Ju e 1964 102.4

2. Difference between 6th Quarter Labor and Contract BaseHonth Index.
Average 6th Quarter Labor Index

Month Index

AriJ g96'y~i 196H

June 1964 102.4

Total 306.6
Average 102.2

In rease in 6th Quartei Index over Contract Base Month
Index of September 196 .

Aeae onVr61hQuarterNS
Ease ont nex 18.

Difference 1.3
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3. Increasje n Labor Inde1.3DBifference / 0.9Base NOUN. = .0"12884
Rounded off four decimal places .0129

4a. Percentaqe Increase in Labor Index for the 6 th Quarter.
abor Prcentane Incre ase .0129

-th Quarter &llocat on .026
6oh uartr Icriast .0 4

1 Dlllr &d ustent in Contract Target Cost for Labor Increaset e 6th OQarter.
Contract Target Cost $31,972 0006th Quarter Increase .006335
Dollar Adjustment $10,710.620000
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APPENDIX D
FG-7 CLAUSE (1975)

(a) Gene ral1

The Contract p rice agl eed tojb the Dirtiestrefle ctff halabor anda mater ial price eyels othe b se nont hient iied
in paragraph (d) bea. it is anticipated that the
Contractor's actual costs for labor and material may change
from the labor and material costs proje ted on the basis of
such pr~ice levels and the par ties deslr to povide for
aas ustet to the compen sation to refect MEc changes.
Sovever regardlegs of the actual chauges i.n the costs of
labor &nd material experienced during the period oi
peftm, c cmesation adjustments shall be cmue n

effected .ooell on the basis- of monthly changes in the Labor
and Rateria] Indices identified below, in accordance with
the procedures specified herein.
(b) Ulonthly Period

Ixcept as hereina fter ~raid ed in arairlp ho(e,
ad I ust 11nts icom ensa~~on sha i lmade fog ech mot2

e* ic tol viqje e*r ctive sate orthis controket ant-.
delivery of the last vessel to be delivered under the

conrac * For the purpose of this Article, a "monthly
nrerlds or "Monthl y teti ad involved" shall beqin on the
irst day of a valead r month and shallieni dt ah end of

the last da I f that colendar month; except that"monthly
period" sha1 Include t~q calendar months of the effective
date ofti otact an d the delivery date of the last
vesselftotgesdeliverred under the contractrespectively.
(c) Costs Subject to Compensation Adjustment

(1 or.lhe surpose ofthis+Atce te lmnso
Cos t W1c.6 l1." upiiso th an y costs of te contra ?t
subject to adjustment are (4~ direct material casts, (I!-)
direlt labor costs, and ii) 75 % of indirect costs; the
remaining 2 5~ kof indirect costs are notiosubi ect to
ad Iustment *Te costs subject to compeusatio adj ustment
under thi Article inclade the gosts or perform nc f
change orders or other work for vhick the cont tact p rice i
subject to adjustment pursuant to the "Change:s" clase or
pu meant to 0ther provisions of the contract. Accordingly.all such contract p rice adlustm ents shall be, priced on the
bas is of tte l bnr and material price level of the base
mo ilth Identified in paragr-aph owDl v Fqar the purpose a;
teis contract, the terms @14irect material costs;,, aM
"Indirect costs" shall have the meanin qs and sall b
allowable in accordanice wi th Seit ion XT of2 th Armed Forme
Procurement Regulations in effect on the Wae o f this
contract.

it in 15 day fi wna the end of each ma thi
eri t?* onracor sha an st to the Government()

N! edstatement af the costs incurred by vessel*
each vessel under the contract dur inq that. montl e 101
(Opoth-ly oSt 0) and (ii) a certified statement of the
total cumi ua te co ts incur red for all vessels uander thlcontract from th of Witve date of te contract to the ena
of t at monthly perio ("total iosts"). The statement of
monthly costs 1hall separa tely ient±Zy the ?i t a ateri& 1

thae ltdirect l~o ot n he I.nirect costs
Incur or g that monthlynperiod for each vessel.
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total costs are os s vh air &Ifcle otl y Iotsn13)m For thfiei ura g Os 0tincure costs"0 as ta

I .:ncurredf costs or mtrlao ie P ayn opa~1 also incilude the
amontsofall bil in'a received frao endors during

the monthly period invo. ie, whethqrr not the Contractor
hal paid the full amount o such b llngs.
1ii 4ngarred costs thall exclade the amounjj dot ?Vm~nqd
Inaccor ance with the contract p roy s ions Aent. l~ed in
parf aph (a 1 i) of Article 6,, "INCENTIVE Price
Re v 0,11n of) this contract (ED. notes n items fully
forward priced and separately accountea for).

(4I) he asts dnt if ied in the Trced~ng
subparagra p s sha lb. a bct to Government verf ctl.
upcn submil ion by the Contractor of the ceritif ed
statements 0? such costs.
(d) Labor and Material Indices

(1 t ens in c n gat ion on account of changes in
direct mat r a! costs shl be as*~ on tNe hanqes In tfie
"Index for Steel Vessel Contracts", (19 957 100f (herein
sometimes called the "Ua teri.al Index") furnished to the
Naval Sea Systems Command by the Bureau of Labor Sta tisti a
of the Department of LaborilLS) . Pa; the purpose of this
contract, the base month for the Material Index shall be may
19714.

(2) Adjustments in opnsation Qf a cou~ t of changes in
direct labor costs andcon accouint o? 7Ai o1 indirect costs
shall be bised on the cha os in the "Indexes of Ch nU n
St ra qht ~T me Averag e Hourl Earns ngs for S9 lec t o eSh! pe Ia
for Steeisel ustruction and A,1 Reg ons" (June 15~61
=100) (herein sometimes called thq "Labor Index), furnishe
to t be Naval Sea Systems Command by the Burqau of Labor
Statistics of the Department of Llbor (LFor the
pur pcse of this contract, the base month forLt~. Labor Index
shall be may 197i4.

(3) In the event, that tPe LaM ov Nateritl Index, orboth, for the monthly aerioG invoved i.s unavailable tothae
Contractor at the end of that monthly period, compensation
adjustments pursuant to this Article sh 11 De based u2on the
aver sq. of monthly cha~q in tkedl 8Cicableyalndex lor the
prey 1 us 3months for vhIc BLS ind e are avalbe The
ayer 1qe of chag s acl e shill be 4 ded to the
ap~ labl ±defol *he ismmtdately Preceding sont~ll
rne~ for the monthly par 0 Tnvoed. When the DLS Inaex
for that sont to prioa has been made available, h
con p nsation, a d Ust ant f or that monthly geri 04 sh all be
roeoslated On he basis of such BLS I dex, ad anyaddit a payment to or repayment by the Cntracto
requ I su :h recomputation for that 4otlim o shall
be xo,ctccd in an inoies o ~rafe u ated for
payment under anthe rof s ~or t contract unti 1 uch

(41) Infthe vn h teJ i ne

monhjygefo hecom qnuation ajsme t for the Nonthly
mothr comut on the basis o such Final Indek

an n t0 ga a meat 1mnt b the, * ractl
requ~rldaby suca ro, petatlonf or t 83 t Iy pe Mod sha
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bereflectS 8 n an; rin1 oc s timte thereaft r fog

amount has been Paid, offset or recouped infull.

(5) The ConroLtor shal be reslonsible for the
clacuat ions involvn t2e In ices prqvie for It1n th s
par jjrap h and said calculations shall be sub3ect to
verifcation by the Government.

(e) Computation

1)The direct mte rial costs for; epich vese ccriid
on the statement ormnthly costs shal.L be multipie bth e
base month Material index and the product thereof shalI be
divi ded bythe Material* Index for that monthly pen od
provided h wever, that in respect of any monthly perl10

comncin after the delivery dateo then set forth in Section
R 0:r suci vessel to be delivered under the contract, the
above poduct sh 11b ivided by the Eater4 4 ~lindex for the
monthl peri od ol the'eaforesaid ontract deli.very date or by
the Hflaerial Inex for that monthlly period, vh~chever is the
lesser; pridedi further,, that int he event tfiereafter such
contract felivery date is extended for reasons of Government
respnsbi ty or excusable delay the compensation
adjb stment for each fonth of SUch Metion shall be
recomputed on the ba si.s of the Nater al Index for such
month. The result of each computation for each vessel shall
be expresse in ollars and cents.

(2) Til direct labor costs plus 75% of the i ndirect
costs certife on the ~t atemen t or monthly costs for each
vessel shall be multi le dlby the base month Labor index,
and the product thereQ f sha l be divided bry tha Itbor index
for that monthly p r-9d commencing after the deiver y date
then set forth in iect ion H for such vessel to be delivered

updr hecontract the above product shal be divided Oy
the Labor Index toz the moothl iy eriod oi the aforesaid
contract delovery date ol, by Zh9 Labor Index for that
monthly period, wichever ista lesser; #~~d frh
that nthe event' thereafter such cot eiey dates:xtendefe 9o r reasons of Goyorement, responsibility o;
ofusch 1a1 the comp ensation adjus-ment for each month

of s ton Ion shall be recomputed on the basis of the
Labor Index for such month. The result of each computation
for each vessel shall be expressed in dollars and cents

(3) Thl amoants of the results (1 nj1(2) above. or
each vseranteamount of the 0 rc costso
each vessel certified ona the mnhli tatemi4t which are not
subloct to adj ustment shall be added an the sum shall
con ititute the "Base Cost" for such vessel faor that monthly
period.

V n Od~ThUs eo forojfo Ah otljro
ivsse a l he suia ct  :rem n mon cotsy uagth result p I~ck ence (plus or minust shall
contitute the a t of the a luatmnt tin compensao for
the monthlpey- involve 19r each vessel ;1
thewevent that the utmnti compensation shall b ma 9theevet tat hecumulative sum of the Base Costs of 4l
vessels for ail precedi ng months exclld;teCiln Pri~e
then set fot in t he con..ract; provided furtherlithatin

teevent the Ceilin? Pric therqafter is Increased,adjstmnt n Compensat on shall. be made for each month thai
thecumlp vesumoftheBas Csts of 11 ih rcdn

such month toes not exceed such~ increasel Ce!fn Pie
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(5) Te amun f the adjust. ent in ?om Pensat 4 tfgpr
each vesseledetemrmilned as above (pl us or a-nut), Mal cotrct
set forth in a Supvlemen tal Lgreement to'thiscota,
which also shall set forth the computations upon which the
adjustment in compensation is based.

16) 10the event that the amount shown in a nr
SuppiLe !ntal kgre ment pursuant to sub~ ara 2rap~ e) (
abov is a sinus f gure. such amount shall b de ucte4 from

anyinvices) resentd for payment under any provis on of
this contract untl such amount has been offset or recouped
in full.

(f) Payment of Compensation Adjustment
,laymint s of 'oaunts of corngnsation adjustment under

thi ;&t e shal is made monthly. after subis sion and
verification of the information and calculatio s required by
*be~paragrapbs (ct, (d), and (9) above and after execution
of the supplemental Agreement pursuant to subparagh (e)5)abce,,and ugon submission grr i i bce the

onrctor * subject to any adlshns uset tsbla rapha (d) (2), (d) (3). AdC (), eal ap cable;
ext. V the Samnt hfe'p to the
ett o that aon suc uh payrmlt.t bhondafer d to the

toa fall payments previousl ma e under the contract
(other than payments made pursuafftodpaja qraphsm ~and (d)
of Article 4, P"Payments"I would oxcbe the amount of the
total costs. Payment of such 4 eferred amount shall be made
po.;tly , upon subm ais±on or roper invoices by the
Contac or. whenever such amount at portion of such amount,
when adde& to the total of aillpayments made under the
contract lot hqr tkajopayments made pursmao t to pr aqrahs
(b) and(ld)t o rtice 4, "PaysmIntsJ wolld not Mxe dhe
amount o total costs. Upon dl very or the last ves sel
under this contract, any remaining deferred payments for
0opesaion adjustments shall uponn 1v.6 sub mission of proper

i19cs b 6,Cnti:cto4r ve P r cat i.on thereof by -he

(q) Inspection of Records
The Cotractor shall main~ifn and mike availabie forinsf p ctiono th an~ in frcer or h a duly au t oriz el

rep? asentati; .! inaaat io to suh Ioo a, 1cords and
pa pora otherw se lequ red under this conract to be
malutain 9d and ade* available to the Government for
examination such books records, and papers as may be
necessary I(I) for the werifiyation 9 f the cost certified bythe Co rac ar have been incurred,, ana d for thC
evaluati on an substant ifton ofancopstind tet
qe etdadr topoiin and/ hei At c am utatin
t4statements o incu red en/o a th o atienrcpate un tE o9 ~to e. g ro s ionda compensat ~ ustment s 9albe correcte rm~*nsuh corre Ion sall be reflected inthe iet yvoce

submitted ait.; such correcqtion. (7ilure of the Contractor
to ccslyi vita any provisimon of a~ gara gh (q shall
constitue proper grus for the wlhliigu 161n and. ill

lynts unaer anyf ovision of the contract 4ntilucht i se
st0Contractor f1 cople wih all provisions of this

paragraph to the sat siactio~n of the Contracting officer.)

(h) Disputes
Any daute arising under this clause galltb

determined inf accordance vita provisions or th "!spute8
claueo Section L.
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APPENDIX IE

1975 CLAUSE FORMULA FOR ESCALATION PAYMENT

Symbcls:

a a material
0 a Overhead

BLS - Bujeau of Labor Statistics
Index

b - Base
C a Current

Formula:

Escalation payments are computed by the followingformula:
Monthly Esc. (LEO) = Actual Monthly Costs - Base Costs

vhere,

Monthly Costs a A +C
A a material Cpsai full actual

costs, ncJlud ng any contractor
vithholding from vendors

B a abor Costs: Actual paid direct
labor costs

C a Indirect Costs
and Base Costs (D) a) + (1) (B) + (E) (P) (C) +

D a kS11b i~ LIc for material)
I a BLSI (b . B/SI c). for labor)p a afraction efneA in the con-

tract; (P a 90% is commonly used)
Examt~eLtactual monthly costs be:

A a Actual lonthly
Rater jal Costs - S 500,000

B a Actual monthly
Labor Cos - $1,000,000

C a Actus 1 IndfrectCosts a S 900,000

A * B + C = Actual Monthly
Costs a $2,400,000

and Base Costs be determined b
BLSI(M) Basepeiod 110D a ............ -- ----- a - " 0.*090 1
BLSI(M) Current Period 100
BLSI(L) Base Period 1003 - - -..............----.. = -- - a 0.8333
BLSI (L) CurrentPeriod 120

(1 lP)
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Then escalation recovery is given by:
Monthly Zac. = +B C)D (D) JA) C+ (E) (B) +

=~ ~~ UP, (500 .TC 000)
1=,o -0 2 ',, 5 2 p8 2 1000
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APPENDI X F

SSN 688 CLASS CLAUSE (CURRENT)

COMPINSATION ADJUSTMENTS (LABOR AND MATERIAL)

(a) General

(11 The contrait prices agreqd to., tle parlies reflect
the Frlce levels oft e base periods identfie in aragraph
(d) below. It is antici atbd that the contractor s actual
costs may vaury fro the pr Ce levels of the base periods ind
the pIrti s aesire ta o e for adjustment to Compensation
to re lect such vartations, However, regardless of the
actual variations in the costf experience4 during the period
of performance adjustments in.coepnsati.n because ol such
variations sneil be conuted an ef ected in accordance vith
the procedures specifie here.n.

(2) Except as hereinafter ovided in ara graph ( 3
adu tments in comnensat ion 1 a 04 n repc p i4~lf

individual vessel lor each monthly period commencing January
1980 and ending with the monthly period in which the actual
del very of -he last vessel to e delivered under the
contract occurs or the monthly period in which the "Post
Delivery Date" (s e paragraph (a) (3) below) of the last
vessel occurs,, wh hever is later. For the pyrpose of th4s
clause, a -sont iy period" or "monthly peo I nvolved"
shall mean the contractor's normal accounting month.

ca(3). T hlf.Poe t Delivjry Da* foi the purose of thisclause is. i~znea as a Hae eigyht .(.) monns afer tihe
contract delivery date of the app cable vessel set forth in

* Section H,, "Deliveries or Performance".
(b) Tricing of Changes

(1) The costs iubJect to adjustment under this clause
include tke costs of perorfance of chanzes or oth - work
for which the contract price s subj ct to equitable
adjustment .ursuant to the "Changes" clause o; pursuant to
otet providyons of the contract. Accord, n ,. equitable
adjstments to the contract price shall be deteltimned on the
btsis of actual and/or projected direct material costs,
d reit labor costs and in lei costs de-escalated to price
.eea of the base pen as identifie in peragraph (d)
below. The method of de-escalltion shall be the same as
th t set forth in para raph (e) for determining compensation
adlustsents and base casts.

(2)i the syrt and to thelextent.that worklauthorized
un 4I e eChanges- cause results or viii result in costs
beingin curred with respect to a vessel after the monthly
per-ca coasncng sospe ent to the Post Delivery Date o
uc ase .(or,. t case of thq last vessel to begel were tthe my eriod omencing subsequent to theactial 1e livery ataeif such ae occurs after the Post

D~el very Dat*), the equi.table adjustment for such change
shall tkke account of such costs at their estimated actualvalugels) rahe; t an at the base veriod value(s) grgvided
fQr Unpalaqraph (I ao.. ?he costs incluae! inthe
aforemqtloea equ able a dlustm nt(s) sal be adjusted topreclude payment of any coss re abursed under this clause.

(c) Cost Subject to Compensation Adjustment
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(1) For the pur ose of this clause, the total allowable
costs in the ollow ng cateqories shall be sub ect to
monthly compensation adjustment:

a Selpted Onmploee benefits
1iFICA (in irect costs)
2 State and Federal Workmen's Compensation

(indirect costs)
3 neSfloypent Compensation

(i n ee- costs .4 Disability (indirect c9stst
5 Federally mandated National Health Program

(!ndirect costs)
6 Federalliy Mandated changes to hours of work

per week or per daT and changes to the pay-
sent of overtime (indirect and direct costs)

b Selected energy costs (indirect costs)
1 Electricity
2 F~el oils

(i Bunker C (No. 6)
(ii} Diesel 260 (Io. 2 by gallon and drum)

3 Coke
4 Coal

c One hundred percent of the imputel cost of
ftcili es capital (ind ret costs)d Ninety-five percent of indirect costs other than
indirct costs in (c) (1 ka, b and c above

e One hundred percent o tirect labor costs
f One hundred percent of direct material costs

(2) Within 30 dals f r he end of pachopnth pe
with rs pect to eacn -illatavessel tfie conrcirs
submit to the Government: (ii a certified statement of the
costs incurred for that vessel during that monthl period
(monthly costs) and (ii) a certified statement of the total
cumulativecosts incurred ffor that vessel from the effective
date of the contract to the end of that monthly period
(total josts). The st4tement of monthly cos.s shall
Segarately identify the direct material costs the direct
lagox costs and the indirect costs. With respect to
indirect cos s, the statement of monthly costs shall state
separat ly from all other indirect costs (i) the monthlytncurlea se lected employee benefit costg of the type
fdentfied in paragraph (c)(1)a above, (il) the monthly
incurred selected ene gy cQ ts of the type identified in
pararap h (c) (I|b above, (ii| the montl yiputed cost of
acilities japial, all ote t o the vessel involved;, and

(iv) the nnat-five percent of indirect costs subject to
compensation adljustment.

a The monJhli selected emlyee bensfi'- costs for the
vessel ±nv9lv 1sl be the p tod.ct obtaine4 by multi pyinq
the yard-vwiAe total selected employee benefit eosts i the
type identifi n jara raph (ci (I)a agove b thl amount of!oa ve rneal aas _xc uang t o .m toeu cost offac1tes capital, allocated to each vessel for the monthly
pero In volve d and. the product shall be divided by yard-
widleItal ove;head Jollas, ex.cuding the imputed cost of
facilitief capital, for t e monthly period involved. b The
monthly incurred selected energy costs for the vessel
involved shall be the o roduct obtained by maultiping thl
yard-vde total selected energy costs of t e ytpe identified
nlparagraphfc)lA) b above by the amount ofc qe .efal overhead

doll ars, excluding the imputed cost of fac lties capital,
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allocated to .eac vesl l.for tge monthl feriod involved and
the pro uct sha be div-ded by the to~aA yar-vide g9n9ral
overhead dollars, excludiny the imputed cost of facilities,
for the monthly period invo ved.

(3) For the prupose of this clause:Ii .fa) !'"Dire ctaa~teI4a, cots", ,1d4 rect la or os" n

"inarect costs- s a nave the meann se orth in SeLon
XV o the Defense Acquisition Regulaion in effect on the
effective date of this ccr.tract.

t h "Monthlv costs"aid "totalcosts" shall includeonly"incurred cos~sos a "nld owabl e costs as those term ar
defined in paragraph (a) (iii) of the clause entitled
!Payments" except tha "incurred co.ts" for mateiial shall
include the full amounts of all billings received from
vendors during the monthly period involved irrespective ofwhether the contractor haf paid the full amount of such
billns. Further, on this contract, the imputed cost of
facilities capital shall be treated as an "incurred indirectcost".

(u) The costs identified in this paragraph (c shall be
Ject to audit and inspegtion by -he onffraci oicer

in accordance with the Provisions set forth in paragraph (h)
of the clause entitled "Payments".

(d) Cost Indices
al ele-ed elilo ee benefits censation ,djuftmentsshall be a.sed-on c ~ng1s it the montl average hourly cost

of these benefits. oi tho. month involved, the average
hourly cost of the benefits listed in (c) (1)a above shall be
determined by dividing the total costs recorded (including
adjustments made at the end of the accounting year and
included in the calculations for the month of December) in
the contractor's accounts for the Jt9ms listed in (c) (1)a
above by the total of direct and indirect labor hours
charged to all product lines and to plant under construction
accounts and the result shall ba carried to the same number
of decimal places as the index value for the base period as
shown in paragraph (d) (8) below.

b (2) Selected energy costs compensation adjustments shall
be based on the fol.ov ng:

a Electricity and fuel oil compensation adjustments
shall be based on changes in the average monthly unit values
of those costs. onthly unit values for elect.ricity costs
and fuel oil costs listed in (cl (1)b above shall be computed
bl dividing the total usage amount of each such energy cost
element during that monthly period for the contractor's
entire yard into the total purchase cost billed to the
contractor for the total usage amount of each such energy
cost element and the result shall be carrIed to the same
numboV of d mal places as the index values for the base
pefioas as shcwn in paragraph i)n( below. Average monthlI
Unt vaLues are the idIces or Cpu U g electricity ang
fuel oil compensation adjustments under paragraph (e) below.

(b) Coke and coal ooensatio adgustments under
naragrph (e below sal based a hanqes in the
?ollcv nq yhlesale iri 9 ndices published monthly by the

, Bureau or Labor Stat stics (BLS): Coke shall be based on
Code 052, Coke (Foundry By-product), and coal on Code 051,
Coal.
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(3) Compeisation aijust t.$ under pajagrapb (e) below
for the impu ed cost o f ac1ities capi'; 95 percent of
indirect costs other than indirect costs -n'(c)(1)a b, and
c aocve; and direct labor costs shall be based on cnan es in
the "Indices of Chanqq in Straiqht-Time Average Rourly
Earnings for Selectd Shipyar s for Steel Vessel
Construction and All Regions" (September 1980 a 100) (herein
sometimes called the "Labor Index") furnished to the Naval
Sea Systems Command by the BLS.

(4) Adjustments in, ion pensation under Paraqra ph (9)
below for direct material gosts shall be based n the
changes in the "Index for Steel Vessel :ontracts" (1967 =
100) (herein sometimes called the "material Index")
furnished to the Naval Sea Systems Ccmand by the BLS.

(5) In the even tat an of the specinde, indices f r
the motl period invovd are Ufav~I a le to t ae
contractor at the close of that monthly er od compensation
adjustments pursuant to thi* clause sma 1 be ase dupon the
average of monthly changes in the ap p ic;ble indices.or the
previous four (4) months for which iadices are available
The qverage 9f changes so calculated shall be added to the
applicable index for the immediately preceding monthly
period and the sum shall constitutue the index for the
monthly period involved. When the applicable 4ndex for the
monthly period involved has been made avaliable, the
compensation adjustment for that monthly period shall be
recomputed on the basis of such index, and any additional
payment to or repay ment b the contractor required bz such
recomputation for that monthly period shall be reflec ed in
any invoice(s) thereafter submitted for payment under any
provision of this contract until such amount has been paid,
offset or recouped in full.

(6) Inpr@ event that of the ecified indcef o
any ase peroor any monthl; period dfers rom t e nIex
previously available for that period, the compensaon
adjustment for the app icalble monthly per io4(s) shall be
recomputed on the basis of such rev.sed index and any
addit ional payment to or repayment by the cont actor
required by such re omputation for that monthly period (s)
shall be reflected in any invoice(s) submitted thereafter
for payment under any provision of this contract until such
amount has been paid, offset or recouped in full.

(7) The con ractor shall, be responsible for the
calculations involr.ng the indices provided for in this
partq;ap h and said calculations shall be subject to
ver 3. t ion by the Government.

(8) For the purpose of computing compensation
adju sents under Jhls clause the following are the
applicable base per od index values (subject to adjustment
as specified in paragraph (d) (6) above):

Base Index

Description Period Value

Selected employee benefits costs 1980 * /hour
Selected Calr costs:
Oct cots tS 1980 S. 04116 /KWH
BDnker C o. 6) SO 1980 1:5011Q /qal.
DNo. 2 u Se 1980 8 /al.
D .esel 260 (No. drum) Se 1980 80687 /S5al.
Ccke Se 1980 430.6
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Ccal Sep 1980 472.1
of facilities capitala

Co ~ Iof indirect costs other than
• ndirect coG .in .(c| (. a,, andc above; anddrec Aablor cost Sep 1980 100.0

Direct material cost Sep 1980 275.9

Index value for selected employee benefit costs is deter-
mined by dividing the base year total selected em loyee
benefit costs by the base year total labor hours Idirect
and in direct) charged to all product lines and to Plant
Under Construction accounts.

(e) Computation of Compensation Adjustment and Base Cost

(1) For the Durpose of comunpinq compensa+ion
adjustments under thil clause the fbllow±ng com utations
shall be used for all the categories of cost specified in
paragraph (c) (1).

a For each monthly period commencing prior to the Post
Delivery Date of a v s el, the amount Wf the applicable
c1teqory of cost for such vessel certifi e alement
of0mant tl costs for that monthly period shall be multiplied
by the diference between the value of the applicable index
for that monthly period and the result, the compensation
adjustment for the applicable category of Cost, shall be
expressed to the nearest dollar. Te calculation is as
fo1lcws:

Current Base Curren t
Month -- Period X Month
Index Index Cost = Compensation

Current Month Index a justment

b For eab uonthly period comamncing 14) subsequent to
the Post Delivery Dae of a vesse an I prior to the
ost or actual delivery date of the last vessel to be

gelivered under the contract (whichever date is later) , the
value of the applicable index for the monthly period of the
Post Deliver I Date of the vessel involved or the value of
the applicalble index for the monthly period involved,
whichever value is the lesser, shall be the value used in
the computation in (e)(1)a above as the Current Month Index
to calculate the compensation adjustment.

c In the event and to the extent that the contract
delivery date for a vessel .i subsequentl extended for
reascns of governmnet responsibility or excusdble delay, the
Post Delivery Date for such vessel shall be deemedt o be
extend. on a day-for-day basis and if as a result, the
?ost Delivery Date is extended beyond he monthly period(sLinvolved shall be recomputed on the pbasiof the value ofthe applicable index for the monthly period(s) involve

d For any montthl ?efiedtco senging~subse~uent, to t.he
ost or act .e e o the Last vessel to ge
SeAiverea ner the contract, whichever date is the later,there shall be no compensation adjustment.(2, For the urpose of coputing. Base Cost, the

follc wn1 Fhall P1p
?o e a month er commencing grior to the post or

act aal delvery t the Last ves to be delivered
ae ntthl ac g tract, whchever date is later the

compensation adustments computed under (e)(1) above for all
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cateoriet of cost _for each vessel shall be tolaled and
subtracted a fro Total wont hy Cost ror such vessel for tha.• monthly period.

.3) No adjustment in compensation under this clause
shall be made for any monthly perid for any vessel in the
event that the cumulative sum of the Bate Clsts for all
es sls for all preceding m9nthly per ods exceeds the

C eil ng Price then set forth in this contract- provide,
further, that in thq event the qeilinj Price tnereafter Is
increased by modification to this contract, adjustment in
compensation under this clause shall be made for each
mon hly period that the cumultive sun of the Base Costs for
all vessels for all preceding monthly periods does not
exceed such increased Ceiling Price.

('.Tb a mount Qf +he ad ustment in compensation for
each indivluala vessel deOr2ined as above (plus or minusf
shall be set forth separately in a Supplemental Agreement to
this contract, which also shall set fgrth the computation
upon which each adjustment in compensat.ion is based.

J5) .~ I the event that any Imount skown in
Sulpp een al greeme4t pursuant to subpara ra
re pect to a vesse is a minus figure such oun- small be
dedu(ted from any invoice(s) presenteA for payment under any
provision of this contract until such amount has been offset
or recouped in full.

(f) ayment of Jompe sation dultmsnt e
amounts o compensat on a ustament uper this c1as s9ail
be made for each .esse on the basis of monthly periods.Except Is provided In sub pagagraph below
compensat on adjustment pa ents shall e provisionally
on a biweekly basis as se. forth in (f) (2) below and then
adjusted on a aonthly basis as set forth in (f) (1) below.
For the purpose of this paragraph (f): a weekly perod is
the contractor's normal accounting week, and a biweekly
pericd is two consecutive weekly periods.

(1) After execution of the Suppleental Agreement
Pursuant to subpiragraph (e)(4),. of this clause il respect
of a monthly period, and upon submission of proper invoices,
the contractor shall be paid or there shall be deducted for
each vessel the amount set forth in such Supplemental
Agreement less the sun of the amounts of the provisional
compensation adjustments paid or payable on account of such
vessel pursuant to (f)(2) below for biweekly periods, or any
weqks of biweekly perlods, falling in the monthly period to
which the Supplemental Agreement applies. Each Supb1pmental
Agreement shall set forth a biweekly otivisional
compensation adjustment amount for each vessel for the
purpose of maKing provisional compensation ad %istmelt
-ay e ts pusuant to subparagraph (f)(2F below for giweekLy
periods nding after execution of such Supplemental
Agreement until the next Supplemental Agreement is xecuted.
The. kwek y provisional copens at Uon adustment amount for
each vessel shall be determined by dividing th amount of
the compenpation adjustment for the sonthly period involved
set forth in the Spplelental Agreement f each vessel by
the number of weekly periods in the monthly period to which
the suppleental Ageement applies. The ultlent shall then
be multped y two and .e pr oduct shall be the biweekly
provisional conpensation a dustaent amount.
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2)At .he end of ever biveekly peo, um submission
of proper' invoices, o th.e g ntrac tor- s hal e pidon accog1nt
of each vessel the weekly prov siona 1 compensation
adjustment set forth in the most recent ly executed
Supplemental Agreement.

(3) Any payment under (f(1) or (f(2) habove shall be
deferred to -he extent that .i aoun o such payment when
added to the total of all payments previously paid o;
payakle with respect to such vessel uner th s clause ani
'he "Payments" clause (other than payments made pursuant to
paragraph (g. of the "Pay ments" clause), would exceed the
.otal cost ligitations which ire then i ppliable to that
vessel under t e terms of paragraphs (a)J1Y, I2), (3), and
(4) of the "Payments" clause. Deferred paymen~s of
compensation adjustments shall be paid upon submnssion of
subsequent invoices certified by the contractor on therelated invoice to have been incurred by it in performance
of wcrk on such vessel, whenever such payment, when added to
the total of all pa Ments previously male with respect to
such vessel under this clause and the "Payments" clause
(other than payments made pursuant to paragraph (A! of the
a Mnts" case) would no+ exceed ta cost

limitations which are then a pi cable to that vessel under
the terms of paragraphs (a) 11,Op (2) (3) and () of the
"Pa•met " cla soe o the al lovable cost (as that term is
def Tned In this clause) . A taor the close of the monthly
eriod during which the last dlivered vessel is actuall

delivered remaining defe rod payments fo; compensatio n
adjustmen4 shall, uPon submission of proper invoices by the
contractor an po n verification thereof by the Contracting
officer, be promptly paid.

(4) The Government agrees tht an rbefrpo
to make pro Iress payment more frequln tbagtan onc evert
two weeks wu1 include a request or siilar approval of
more fe euent ome nsation adjustment payments. Upon
alovalBy cogln zant Government ,author K. tlthisrovision
wl be no fied accord anl wit o u addit lonal
consideration by the Contractor o the Government for such
modifications.S

AVSprate Reimbursement. Noa stetsal e din TVarget Cost, Target Profit, TUrget Price or Cei!!
Price on accou t of upwards or downwards agjustments JR
compensation Me in accor dance with panar .1he() of this
clause, and hence said adjustments wvl e pai d separately
and Ire outqiide the incentive price revision formula
provi Ud for in the clause hereof entitled "Incentive Price
revislon (?Irm Target)".

s hN Dispute Any dispute ari~ipguzxde this clause
shall e deeraind in ccor ance with an subject to the
provisio ns of the "Disputes" clause of the contract.
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